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FOREWORD

Almost all the advances made in the construction of Europe in the past 50 years
have involved the partnership between France and Germany. At the time of the 12th
Franco-German Council of Ministers held on 4 February 2010, Paris and Berlin
reaffirmed their determination to achieve a strong and lasting rapprochement
between the two countries by presenting the eighty proposals in the “Franco-German
Agenda 2020".

The Institut Montaigne, through its constant commitment to the Franco-German
locomotive, has itself contributed to this tendency through its many specific proposals
contained in various publications. Recently, its work on the financial crisis (Rebuilding
the financial system in order to kick-start the economy in March 2009, and Between
the "G2" and the G 20: Europe and the financial crisis in September 2009) placed the
accent on the necessary revival of Europe through reinforced co-operation between
France and Germany.

The Policy Paper published in February 2010 goes a step further along the same
path. The Institut Montaigne is in fact proposing that Germany and France implement
a common fiscal strategy by creating a joint debt instrument in the form of a
Eurobond. This would contribute to the renewal of the economic pact binding all the
countries in the eurozone and would be a powerful instrument for emerging from the
crisis on a high note, as Europe has always managed to do in the most difficult
moments of its existence.

This being said, the beginning of 2010 finds all eyes turned towards Greece. Urgency
rules: the speculative attacks against the euro are threatening European monetary
construction as a whole. The governments of the Union are clear about this. They
have to stand shoulder to shoulder. The proposal for a joint bond issue is not new,
being at least as old as the single currency. But the context has changed radically.
As for the mechanism proposed, it would have been possible to avoid such a setback
if the Eurobond had already been in existence. It would have tightened the fiscal links
among the European capitals by ruling out attacks on the securities of Greece or
Portugal or Spain. It would have contributed to a convergence of financing, if only vis-
a-vis the outside world.

Admittedly, when the bathtub is overflowing it is premature to be worrying about
changing the plumbing — the first thing to be done is to turn off the tap. Even so, this
first indispensable move does not rule out giving consideration as soon as possible to
the remedy to be put in place in order to avoid another catastrophe. This is precisely
the proposal reached in the conclusion of this Policy Paper.

Francois Rachline
CEO of the Institut Montaigne
Professor at Sciences Po

The Institut Montaigne wishes to thank the following people for their attentive and useful reading of
early versions of this Policy Paper: Dr. Daniela Schwarzer, head of the EU Integration Division,
Stiftung Wissenschaft und Politik, Berlin; Edouard Tétreau, Research Director, AXA Private Equity;
Jean-Paul Tran Thiet, Partner, White & Case, member of the Institut Montaigne Executive Committee.



EXECUTIVE SUMMARY

. The financial crisis of 2008, by abruptly worsening the latent imbalances
between the European economies, revealed the considerable fragility of the
monetary union. The Stability and Growth Pact showed its limitations,
highlighting the need for designing a new instrument for fiscal
coordination, notably between France and Germany. The object of this
Policy Paper is to propose a coupling of French and German fiscal policies
through the creation of a Eurobond. This European debt instrument would
guarantee coordinated and transparent fiscal strategies and would make the
common monetary policy once more fully effective.

. The single currency, a powerful political symbol, was intended to support
economic growth by accelerating the integration of the Common Market.

(p. 12)

. By establishing criteria for fiscal convergence between Member States with
very heterogeneous economies, the Stability and Growth Pact aimed to limit
the divergence of the national economies, this being the precondition for an
effective common monetary policy. (p. 13)

. The Franco-German tandem occupies a strategic place within the eurozone.
The far-reaching interdependence of these two economies, coupled with their
borrower quality, makes this pairing the cornerstone of monetary union. (p. 14)

. In ten years, the euro has made it possible to control inflation and to
invigorate intra-EC trade. The economic complementarity of the sixteen
countries lies at the origin of a certain symbiosis between Member States,
comparable to the Chinamerican tandem. (p. 15)

. Another result is a certain concentration of financial risk around the Franco-

German pole, which is supposed to guarantee the commitments entered into
by all the Member States. (p. 19)

. The stimulus packages introduced following the financial shock of 2008,
blending monetary activism and fiscal interventionism, has resulted in a
deterioration of public accounts throughout the western world. (p. 22)

. The financing of this effort leaves countries facing a “wall of debt” that is all
the more threatening because of severe tensions on capital markets — the
result of disturbances linked to the interplay between supply and demand for
sovereign paper. (p. 25)

. The French response was orchestrated in two stages, around the stimulus
package, short-term support for consumption and employment, and a National
Loan, intended to promote long-term growth. (p. 34)

10.The German public authorities, on the other hand, were anxious to preserve

their immediate room for manoeuvre, committing only a small amount of
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expenditure and demonstrating their determination to contain their debt. (p.
36)

11.The recent initiatives taken by Paris and Berlin provide tangible but fragile
guarantees of rapprochement. A lasting divergence between the fiscal
orientations of France and Germany would constitute a major threat to
recovery in the eurozone and would call into question the appropriateness of
monetary union. (p. 39)

12.In order to restore the full effectiveness of the common monetary policy, a
fiscal coupling between France and Germany must be founded on
reactive, coordinated and credible public action. (p. 41)

13.1In a first stage, strategic investments common to France and Germany will
be undertaken. (p. 46)

14.Paris and Berlin, gradually joined by all the eurozone members, will agree on a
multi-annual financing strategy and on the evolution of their debt policy. (p.
46)

15.The creation of a Eurobond, a joint debt instrument, initially Franco-
German and then gradually extended to the other countries of the Eurogroup,
will make it possible to maintain a competitive budgetary financing cost while
removing any risk of moral hazard. (p. 47)

16.The new device will replace the Stability and Growth Pact. Eurobond
auctions will be carried out by a specially created agency that will allocate
the issuance volume in accordance with a precise calendar. (p. 48)

17.By obliging Member States to respect their commitments, this new instrument
will make public action within the eurozone more credible and reactive. In the
long term, the Eurobond will replace national sovereign paper entirely. (p.
48)



INTRODUCTION

At a time when the international community is recovering from a massive economic
crisis, there are serious concerns regarding the viability of the rebound in the
eurozone®. The strains that appeared on capital markets at the end of 2009
concerning the solvency of Greece, the probable relapse of a Spanish economy that
is historically highly dependent on foreign direct investment flows that have now dried
up, the commercial handicap of a then overvalued euro-dollar exchange rate (on a
purchasing power parity basis), and the prospect of lasting weak growth are leading
some analysts and a section of public opinion to wonder about the real benefits of
monetary union?.

The impossibility of competitive devaluation, the maladjustment to widely varied
national economic circumstances of the interest rates set by the European Central
Bank (ECB), the rigidity of the fiscal norms imposed by Maastricht, the reduction of
the single currency to an adjustment variable on foreign exchange markets — there is
certainly no lack of criticisms. The virtuous momentum observed until the mid-2000s
seems to have run down. Is this the effect of the economic turnaround in 2008 or of
structural dysfunctioning of the eurozone institutions?

The monetary union, since its beginnings, has been intended to support the
economic integration of the Common Market. The mutualisation of growth goes hand
in hand with the concentration of financial risks: the link between the Franco-German
tandem and other eurozone members is an incentive for the latter to apply a lax fiscal
policy® that is incompatible with the stability goals pursued by the ECB. The scale of
the 2008 crisis and the consequent national stimulus packages have distinctly
worsened this situation by exposing the heterogeneity of European public finances.

Any divergence between the French and German fiscal orientations in answer to the
crisis could threaten the permanency of the eurozone. The uncoupling of the two
countries' public finances would necessarily lead to opposite reactions in the two
countries vis-a-vis coming economic shocks. Such divergences would call into
guestion the effectiveness and appropriateness of a common monetary policy. On
this assumption, the euro would soon lose its hard-won status of structural advantage
and instead become a real handicap.

The recent initiatives taken in Paris and Berlin offer a tangible but fragile guarantee of
rapprochement. Only a constraining mechanism for fiscal coupling will be capable of
soundly and lastingly reinvigorating growth. The Eurobond, as a supra-national debt
instrument and a tool for Franco-German coordination as described in this Policy
Paper, whose aim is to breathe new life into a project that goes back at least as far
as that of the single currency”, will restore to the Eurogroup's economic policies the
credibility and reactivity that are now severely restricted. Launched initially by France

! Austria, Belgium, Cyprus, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Malta, the
Netherlands, Portugal, Slovenia, Slovakia and Spain.

% In 2008, 78% of the citizens of the Member States of the eurozone thought that the single currency
had had an inflationary effect, according to a Eurobarometer study (Public attitudes and perceptions in
the euro area) published in September 2008.

® The term fiscal policy refers to the public expenditure programmes undertaken by a government, and
to the corresponding resources raised for their financing.

* See, in particular, the work of the European Primary Dealers Association (2009).



and Germany to finance common investments, the Eurobond will be gradually
adopted by all Member States, which will in this way come to agree on the evolution
of their debt policies. Such a solution, credible for being coordinated, will facilitate the
restoration of public finances and enhance the effectiveness of the eurozone’s
monetary policy.

Sovereign debt: definition and perimeter

“Sovereign debt”, in the present Policy Paper, refers to the aggregate
financial liabilities taken on by a State, directly or via an agency, in the
form of tradeable securities (“sovereign paper”), loans or guarantees.
The sovereign debt held by residents is called domestic debt
(“external debt” in the contrary case).

The term “sovereign debt” is used in this Policy Paper in a restrictive
sense, indicating the debt of central government and excluding the
debt of local authorities or the accumulated social security deficit. This
choice is dictated by two considerations:

- Local authority financing depends essentially on the
organisation of the individual States and the policy choices
made by governments, and this limits the relevance of an
independent analysis or an international comparison;

- The evaluation of social commitments remains difficult,
because of the evolutions in retirement pension schemes,
demographic developments, contributions and benefits.




GDP 2008 (in €)
(GDPs for 2009 have not yet been finalised)*

Source: World Bank

Net debt burden 2009
(% of GDP)
Source: IMF-WEO/Eurostat

Inflation (CPI) 2009
(annualised data)

Source: Bloomberg LP

Issues of sovereign paper
2007-2008-2009 (billions of local currency)

Source: Bloomberg LP

Standard & Poor's rating** 2010
for the domestic currency

(long term)

Source: Standard & Poor's/Bloomberg LP
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PART I

THE EUROZONE TEN YEARS AFTER ITS
CREATION
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CHAPTER |

SINGLE CURRENCY AND CONVERGENCE
CRITERIA

A single currency at the service of the Common Market

The creation of a European monetary union, provided for in the Maastricht Treaty of
1992, had a triple ambition: to encourage trade within the Common Market, to absorb
shocks in crisis periods, and, in the long term, to share the “exorbitant privilege” then
exclusively enjoyed by the dollar, the world’'s principal reserve currency. As a
powerful political symbol of a pacified and unified continent, the euro was the result
of a long process that started in Basel in 1972 with the launching of the European
monetary “snake”, continued in Copenhagen and then in Bremen in 1978, through
the inauguration of a European Monetary System, on the joint proposal of President
Giscard d'Estaing and Chancellor Schmidt.

The conclusion reached by the founding fathers was simple: monetary
rapprochement would catalyse economic integration within the Common Market and
would make it possible to underpin growth while avoiding further currency crises,
then a permanent threat and an obvious curb on the development of the countries
with the lowest incomes”.

The contrasted but complementary profiles of the European economies, like the
relative diversity of their business cycles, clearly argued in favour of a privileged
commercial partnership, with the domestic demand of one country compensating for
that of another, under the influence of cyclical swings*®.

As a barrier against exchange-rate fluctuations and an accelerator of growth,
the euro was clearly a necessity.

An ambitious but risky bet

The bet involved in the single currency could, however, appear risky. As a corollary
of their complementarity, the wide diversity of the economies meant that they did not
a priori form a perfectly coherent grouping. Furthermore, the conduct of a single
monolithic monetary policy appeared to suffer from an obvious handicap: how could
the same interest rates be applied to two economies as different as those of
Germany and Spain, for example? ’

® Because of persistent inflationary tensions or loss of competitiveness.

® All the words marked with an asterisk are defined in “Definitions” (p.50).

! Germany has a substantial current-account surplus and robust domestic savings (7.5% and 25.9% of
GDP respectively in 2007), and stable inflation (2.27% in 2007 and 2.75% in 2008), whereas the
Spanish economy, dominated by imports (as indicated by a substantial current-account deficit equal to
10% of GDP in 2007), is prone to much more volatile inflation (rising from 2.8% in 2007 to 4.1% in
2008).
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A view often heard is that the policy of the ECB since the bursting of the stock
exchange bubble in 2001 is unsuited to such diverse economic needs. With interest
rates historically low (held at 2% for almost three years, after reaching a maximum of
4.75% at the turn of 2001), the policy of the ECB was at the same time too strict for a
German economy that was running out of steam (actually contracting for the year
2003, and then stagnating until 2006) and too accommodating for a Spanish
economic situation that seemed to be set fair (able to post GDP growth rates of
almost 3% for this same period) but was excessively dependent on the real estate
market®. A compromise monetary policy that was too rigorous for certain members
and too lax for others ultimately benefited none of the group.

The theory of optimal currency areas, defined by Robert Mundell in 1961, sets
out the conditions for the effectiveness of a single currency as consisting of
satisfying four main criteria: labour mobility*, capital mobility, price and wage
flexibility and existence of an automatic internal fiscal transfer mechanism (to
compensate for the distortions induced by the first three criteria).

Obviously, the territory covered by the founding countries failed, ex ante, to constitute
such a zone, for lack of the translation into practice of the freedom of movement
granted to the factors of production, but above all for lack of a mechanism for a
common fiscal and tax policy. There was still hope, however: if the eurozone failed to
meet the above optimality criteria at the time it was founded, the introduction of the
single currency was expected to impose these criteria retroactively, by aligning the
responses of individual Member States subjected to the same shock.

The cornerstone of this theory, i.e. the capacity of the European economies to absorb
asymmetric shocks* — differing effects within the zone of the same economic
phenomenon — thus made a rebalancing indispensable. This rebalancing, without
which a common monetary policy would inevitably be ineffective, could take two
forms: the implementation of tax transfers between Member States — going beyond
mere factor mobility* — or the reduction of the asymmetries. The first solution,
synonymous with a “common European budget”, being politically unrealistic, it was
logically the second that was adopted.

It was with this aim that the Maastricht Treaty (which came into force on 7
February 1992) was drawn up, requiring Member States to respect a series of
criteria known as *“convergence criteria” in order to enter the Eurogroup:
inflation rate* and long rates*® under control®, public deficits below 3% of GDP
and net debt of less than 60% of GDP at the end of the year preceding
membership.

The purpose of the Stability and Growth Pact was to extend the range of these
constraints — other than in exceptional circumstances — once entry had become
effective. Equipped with such a tool for coordination, the founding members hoped to
see their economies converge in a fast and targeted manner: economies subjected to

® The spectacular appreciation of the Spanish real estate market reflected a flagrant excess of
liquidity.

® Maintenance of the benchmark rates on long-dated sovereign paper below a level equal at most, to
the average of the three lowest inflation rates* among those of the other members raised by 2 points.
10 Equal, at most, to the average of the three lowest rates among those of the other members raised
by 1.5 of a point.
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strict but still flexible budgetary constraints would have the advantage of protecting
the Common Market’s intrinsic diversity, and let it benefit from alternating economic
cycles, this degree of diversity being nonetheless limited, so as to reduce the risks of
renewed strongly asymmetrical shocks*.

The central position of the Franco-German pillar in the
monetary union

The economic weight of the Franco-German pillar within the Eurogroup, representing
nearly 48% of the total GDP of the eurozone in 2008 and more than 35% of the GDP
of the European Union, is obviously considerable.

But the central position of France and Germany is above all strategic, and is best
explained by the mechanics of the eurozone’s growth engine: strong demand from
the Mediterranean and Eastern countries met by the Rhineland pole provides a
stimulus for German and French exports. Not only is Germany France's principal
trading partner but it also has France as its principal export destination. The euro,
one of whose most important functions is to reinforce the trade within the European
Common Market, constitutes the keystone of Franco-German commercial relations.

The financing of the deficits within the eurozone is ensured — directly and indirectly —
by France and Germany thanks to the relative stability of foreign exchange markets
(and of inflation) ensured by the single currency. Moreover, the French and German
borrower quality, extended to their partners, appreciably reduces the cost of capital
for these other Member States. Also, the paper of France and Germany's European
partners is mainly held by domestic investors — national or in most cases Franco-
German — while Paris and Berlin place a large share of the French OATs* and the
German Bunds* with international investors.

Apart from their strong economic and financial interdependence, these two countries,
because of their complementarity, form a coherent grouping in the cultural, historic
and political fields. The introduction of a single currency had as its role above all to
consolidate, by its symbolic importance, a European Union driven since its origin by
the political will of France and Germany — from the signature of the Rome Treaties in
1957 through to the joint initiatives of President Sarkozy and Chancellor Merkel in the
immediate wake of the 2008 crisis.
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CHAPTER I

THE VIRTUOUS MECHANICS OF ECONOMIC
INTEGRATION AND THE RISKS OF FINANCIAL
CONCENTRATION

Reinforcement of economic integration

Ten years after the introduction of the euro, have the ambitions of the founding
fathers and of the Maastricht Treaty been realised? The fact that inflation is now
safely under control seems to be the most obvious benefit of the single currency (see
graph 1). On the other hand, the general stabilisation of the budget balance* below
the 3% threshold provided for in the Stability and Growth Pact, remains very relative
— Germany excepted (see graph 2).

The impact of the euro on growth appears to be even more differentiated: the annual
growth of the high-income economies has weakened, in compensation for a reduced
dispersion, while it has progressed marginally in the Eurogroup countries with the
lowest incomes. As illustration, Germany has recorded a decline of almost 0.6 of a
point between its average growth in the years 1980-1999 and 1999-2008, compared
with an approximately stable situation for France and a net gain of more than 0.7 of a
point for Spain (see graph 3).

It is still too early to reach a definitive conclusion concerning the effects of the
introduction of the single currency on trade flows within the internal market™. Early
empirical studies seem however to indicate a fairly distinctly positive impact'?. The
acceleration of trade within the euro area was accompanied by a polarisation of trade
balances, accentuating the natural inclinations of the Member States, i.e. reinforcing
German (and to a certain extent Italian) exporting power, but also fuelling Spanish
and Greek imports (see graph 4). The strong demand from these last countries would
thus seem to have provided support for German industrial production, mitigating the
deficiencies of traditionally weak German domestic demand, while also generating
important tax revenues for Berlin.

This architecture, roughly comparable (on a very reduced scale, obviously) to that of
the Chinamerican tandem, can thus be seen as supporting the growth and surpluses
of one set of countries by means of the demand and deficits of the others. A reverse
transfer, moreover, ensures the financing of demand by means of surpluses. The

! Known as “the Rose effect”.
2 A net gain of five to ten points would thus have been recorded between 2002 and 2006 on the
figures for trade between Member States (Source: P. Mongelli, J.L. Vega, What effect is EMU having
on the euro area and its member countries? Year Overview, European Central Bank, Working Paper
Series, No 599, March 2006).
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